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I. IK~RODUC~ON 
n e  prison population in the United States has dramatically increased 

since the 1970s. and as recently as 1998. there were nearly two million 
inmates incarcerated in the United States.' As the numbers of prisons and 
prisoners continue to increase, so does the market for prison services. 
Indocd, the prison indusay has already gmwn into a multibillion-dollar 
industry with its own trade shows and bade newspaper.' 

One of the mote lucrative segmenu of this industly is the telephone 
market. In the prison context. the state con=& with a private entity, and 
the private entity provides services to the prisoners and also to the state. TO 
the extent that the services arc provided to the prisonen. the relationship 
resembles a third party beneficiary contract. Due to the perverse financial 
incentives and the political climate surrounding prisons and prisoners, 
however, neither the state nor the private entity acts in the best interesls of 
the consumers in particular or of society in general. 

With respect to the financial incentives, it is estimated that inmate 
calls generate a billion dollars or more in annual rcvenueI) One prison pay 
phone can generate $15.000 annually: a typical public pay phone generates 
only one-fifth of that amount' Faced with the possibility of such revenues. 
MCI installed its inmate phone service in prisons throughout California at 
no charge to the state.' As pan of the deal, in exchange for the right to be 
the sole provider of telephone services to the prisons, MCI pays the 
California Department of Corrections a 32% share of all revenue derived 
from the calk6 MCI adds a three-dollar surcharge to each call.' The 

1. Eric Schlosrer. The Prbon-lmiuslrid Gmpkx, 7% A f u K n C  MONTHLY. bec.' 
1998. at 5 1-52. avaduble al hnpJl~.ch~.nlic.c~~~u~Sdcdprironr.m. z 1. Id at 63-64. 

3. Id s 63. 
4. Id. 
5. Id. 
6 Id This is smdard pactis. A 1995 study of swe dcpnmncnu of cmeclim 

r c p d  hat 38 of 41 rcspmdcnu rtaived commissions from imatc phone systems. See. 

i 
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California example is by no means unique; it is the d e ,  rather than 
cnsption. - 

 his Anicle will analyz the efficiency of these conmts ,  inaoducc 
d m a t e  arrangements. and cornpart the efficiency of the present contracts 
to the alternatives. In so doing, this Article will demonstrate that the 

sent conOactS arc inefficient. Mon specifically, Section II discusses 
Pnb]ems Pm that arc unique to the provision of phone scrvicc to prisoners, and 
i n d u c e s  the practical shortcomings of the cumnt c o n m u .  The 
Telecommunications Act of 1996, the source of Federal Communications 
Commission C‘FCC”) regulatory jurisdiction, is discussed in Section m. 
Section N introduces a few basic principles used in pcrfonning an 
efficiency d y s i s .  section v uses payoff mamces and game theory to 
demonstrate how the award p m s s  for the contracts causes inefficiencies 
to arise and perpetuae indefinitely. Section V I  introduces alternate contract 
structures and dcmonstratcs that certain dtematives are more efficient than 
the present contracts. Section W contains a brief conclusion that calls for 
the FCC to adopt regulation that preempts existing state contracts which art 
inconsistent with the most efficient alternate svuctm. 

A. Exclusive Provider Provisions 
nK contract between the telecommunications provider and the state 

typically provides that the telecommunications provider will be the sole 
provider for a particular prison or prison system.’ Parties to these 
agreements often cite the high costs of h e  security systems associated with 
the operation of a phone system in a prison as justification for the 
exclusive-dealing provisions.’ Stated differently, the asserted justification is 

e.&. Jolm LEGIS. AUDIT A M )  REVIEW COMM’N OF THE VA. GEN. ASSLMB.. REVIEW OF THE 
DEP’T OF COaREcnONS’ INMAT€ Tn. SYS.. House Doc. No. 70, 1997 kS.. 81 3 (1997). 
avaiIabk at hnp:/ / j lsrc.stw.vaure~n~~ll99.pdf [hereinafter lOlNI  LEGIS. AUDIT]. This 
Mjcle will rcfcr 10 I k  share of the rcvcnuc as “commission” (x ”Ljckback” 

7. Schbur .  supra n a c  I .  81 6). 
8. JOINT LEGIS. A m T .  rupra note 6, a1 16. 
9. David Asher. Reach Our and Gouge Someone. US. NEWS & WORLD REPORT. May 

5. 1997, u 51. clearly. a wuriry systcm is brnh desirable and necessary. It is im@w 
hat prisoners be p l u d c d  from running a drug ring while in prison, conmting ds 
tampainp with wilnersa. and so on Mort if na all sIa1cs. fa example. require that chc 
p r i m r  submit a list of paronr lhst he prisoner HOUU like IO be able 10 mnlsn by 
(clcphone. The persons are then investigated. and if appmved. Lc names of rhox persrrra 
M Lhcn placed on Ihc inmau’s list. The inmate may conran by tckphone only that 
persons who arc on Ihe appmved lisL Each inmate is allowed 10 plaa a limircd number of 
persons rm the inmate’s list at a given time. Scr FLA. H.R. J U r n c ~  COUNCIL. COM. ON 
CDRRECnONS. MNNTAINNG FAMILY COKIACT WHEN A FAMILY MEMBER WES TO PRlSO?C 

i 
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that the market is a natural monopoly. or a market that “can be s e n  
efficiently by a single incumbent fm”to 

There an two reasons why the market is believed to bc a natural 
monopoly: (1) the provision of telecommunications in general is best 
accomplished by one firm: and (2) the costs of the security system make it 
impracticabk for more than one firm to service a prison.  he first reason is 
based on bad economics, and’as a rnaner of public policy, it has kcn 
abandoned by Congress.” The second reason is factually unsubstanuated 8s 
well as pmextual. At least one state, New Jersey. has authorized 
competition in the provision of telephone services IO inmates, and in SO 
doing, the only articulated concerns w m  security related.“ The New 
Jersey Board articulated no “efficiency” concern. 

The truth is that states stand to  eat^ additional revenue when a 
monopoly is providing the service. because the state will receive both a 
commission and tax revenue based on Ihe monopoly profits.” In fact. most 
states are not responsible for operating the security system; that task is 
delegated to the service provider. In 1998. New YO& estimated that the 
annual cost of overseeing the maintenance of the phone system including’ 
the security system, was a mere $283.000.’‘ Incidentally. the New York 
State Department of Correctional Service receives a 60% commission from 
MCI in exchange for granting MCI the right to be the sole service provider 

- : 

: 

AN EX*MlNATION OF STATE rQLlCIEs ON MAL. VISITING. fflD%LE?HOHE 2@21 
(Nov. 1998). P hap://ww/.fcc.suuc.fl.uJfcdrcpons/lamily.~ [herrider MA~MAINING 
FmnY COhTACr]. f 

h M D U I ( F .  912 (4Ih od. 1%). 

: IO. E. THOMAS SWVAN C HERBERT H o v E w r .  M r r n t u s ~  LAW. Poucr & 

i 11. See Telemmmunicaim Act of 19%. Pub. L. No. 104-10(. 1 IO Slat. M ( c c d i k d  

12. Exceutom Information Systems. Inc.. 141 P.U.R. 41h 519 (NJ. Bd. Reg. Comm’n 

i 

at scaDned %aims of 47 U.S.C.). 
.\I 

5 .  
.* Apr. 5. 1993). avmYab/c af hftp://www.westlaw.com. 

N.Y.Ttm, Nov. 30, 1999. a A l .  Mac chc swcs w responsible for thc ~ c u r i t y  system 

- ,  
13. For nwrc dccail. see infra Pan VI. 
14. John Sullivan. New York Sran Eo- Top Dollnr From Collrrr Calls by 11s hmnrcr, 

the costs M h i g h .  Fa example. in Oklahoma. the state received 51.9 million in lk yur 
2000. spcnt $1.2 million cm security. and rctaincd a profit of 57WX100. Bobby Ross Jr.. 
Cost Calls M Q ~  Dcrreaccfor hmarcr: Braid &6 for C h g r  in Prison Phmr S~Sfcm. 
THE DAILY OKLAHOMAN. Jan. 26.2M)I. 4A. According to a pns rckasc by Marrachurdc 
CURE, thc average cost of a collect call made in Ihc m u  of M ~ c h u s e c ~  is 50.20 
minute. In Massachusctls prisons. calls arc limiud to a lcngth of twenty minuter each The 
minimum CMI of I call ma& out of a p r i m  in rhc Massachuscnr 413 area mdc is 58.50, d~ 
W.43 per minute for twenty minuus. h a s  Rclcasr. Masrachusem Cum. Prison Tclephnr 
Charges (4 413 Area Triple 7hou Elsewhac - Rep Swan Renews WI to Lmit Tdls u 

cxplorrr wbelha Ihc security system used in Massachusetu really doubles the mst of che 
calls M whccha rhc 40% kickback imposed by the swc d a s ,  

! 

i 

. ,; National Boycon Begins (Aug. I .  ZWO). available of hrrpd/www.marscurc.aJ ! .\ 

prarrcleaw0800.hunl (on filc with autha) b e i n a h  Swan Renew Calll. ’his Anick i . ,  

i ,’ 

. ”$ 

I j ,+ 

http://hftp://www.westlaw.com
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to 
in New York” In 1998 alone, the Department received $2.5 

million to this arrangement. The Depanment has reccived 
roximately S68 million since the inception of the arrangement.” States ?Ln cam lens of millions of dollars in annual revenue from the telephone 

merits, as do the telephone companics. 
Sutes also seek to justify the exclusive dealing provisions by 

assenjag that there is competition for the award of the contract, and the 
of competition for the contract enmuages the telephone service 

pro,.idcr to act as though there is competition for the provision of the 
This argument is based on the thcory of contestable markets. 

the identiry of a monopolist is determined by a competitive bidding 
process, and where therr is no collusion among biddm. the theory of 
contestability holds that the price charged by the monopolist will 
approximate that which is charged in a competitive market.’’ Because the 
price charged by the monopolist is substantially similar to the price that 
would be charged in a competitive market, there is no need to regulate the 
monopolist. There are a number of problems with the application of the 
theory to this situation. first, note that for the theory to function properly. 
the bidding for the contract must be renewed regularly. because once a firm 
begins operating in the market, therr is no incentive to price 
competitively? It is also imponant to note that conicstability has not 
worked well where the sunk costs aft high. as they are here.” 

More crucially. the manner in which these contracts are actually 
awarded does not fall within the traditional understanding of the 
contestability theory, which presumes that the contract will be awarded on 
the basis of cost andor quality of service. Here, he contracts are usually 
awarded solely on the basis of which company will provide the state with 
the largest commission. and not on the .. basis of which company will 
provide the services at the lowest price:- As the award process does not 
create an incentive for the firm to behave competitively, this practice is not 

I 6  

. 
agree 

IS 

IS, Asociatcd Rcrr. Suir Turgrrs R a m  for Prism Phones. NEWSDAY. Mar. 22. 2000, 

16. Id. 
17. Id. 
18. SULLIVAN& HOMNKAMP, supra n a c  IO. at 913-74, 
19. Id. 
20. Id at 972. A common K I ~  for the convacts is fivc y w .  which is probably too long 

21. Id. sl973. 
22. Fischer, supra now 9. at 52 (noting hat the stale of Ruida awarded 8 contracl (0 

Sprint after Spin! outbid canpcutorr and offered To mNrn a stunning 57.5 percent of ia 
~ v c n u c s  to h e  stale”). Reviourly. Florida had been receiving a 4 0 5  kickback. Id 

at A32. waihbk a! ?OM) WL IW323 I [hereinafter Suir TagrU RoIcrJ. 

a time Tor conlcsubility IO affca Chc &havia of the incumbent 
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in accord with the economic theory of contestabiility. 

B, Calling OptfORS - 
Even when prisoners arc required to place all calls through a 

phcu la r  provider, prisoners generally do not have the ability to c h w g  
between multiple calling options, The vast majority of states ~ u k  that all 
calls made by inmates be made "collect," and therefore it is the prisoner's 
family or friends who actually pay for the call." Repaid calling cards 
generally banned for fear that they contribute to or funher a black market 
for 

C. Cost of Calls 
The cost of the phone calls varies from state to state, depending on the 

amount of the surcharge imposed by the company, the amount of Ihe 
kickback to the state. and the amount of the cap to which the rates are 
subject. ln  some states, the rates charged by the telephone company for 
collect calls made from prisons are capped at the rate that wuuld be ch&@ 
on collect calls made from a pay phone outside of prison. Of CouSC. Ihe 
surcharges do not count against the cap, so the actual rate charged for calls 
from inside a prison still exceeds the rate charged on external calls. 

It is also important to note that telephone companies an often 
required by regulatory authorities to install and maintain a number Of 
public pay phones in the area served by the phone company? The 
installation of these pay phones is considered by rrgulaton to be a 
compulsory public service, and this service is made mandatory by 
regulators who believe that greater access to pay phones increases public 
access to 911 emergency service. This requirement is very unhpular with 

23. See Global Telcoin. hc.. No. U-20784-B. 1995 WL 59684. at * I  (La Pub. Sen'. 
Comm'n Jan. 17. 1995) (noting rhal inmates arc no! free to chmse h e  opemtpta r&ce oc 
long-dislance canicr of their choice due to concerns abut fraud). How fraud would be more 
of a problem when Ihe family is responsibk for paying the bill is not cnlircly elm. 
Rcsumably. the family h a  longdistance service in its resickna. Does the Lauisiana Pubtic 
Scma Commission tclicve lhrt the family can be mud IO pay h e  long-disranct bill from 
the regulu long-distance provider. bur not the bill for the call from the prison? Ewn if the 
enswu is yes. d w  Lhu m w e r  justify UIC rule precluding a prisoner Imm choosing I 
provider? The d e  cffcctively grants Lhe can ia  Ihe power to charge a monopoly pice; 
presumably, as prias increase. l e  rau of fraud incrcase.5. So pcmspa chc NIC CIU~L( the 
frwd which in turn mates the need end jurtification for (he mlc. 

24. M"IA1mNG Fmnv CONTACT, supra note 9. at 24. 
25. AT&T Comm. of N.H.. Inc.. 19 N.H. P.U.C. 639. 639 (N.H. Pub. Udl. Comm'n 

Nov. 1A. 1994). oua'bbblc 01 1994 WL 854500. Of EO-. the racc cap is usually ld UJ 
much the highest rue charged a1 Be pcak times by any pmvida in rtK sutc. 

26. Re R a t s  and Chwga Paid by Pay Telcphonc Service Roviders m Local Eachsnge 
W s s ,  Flaida Public Service Comm'n. Feb. 14,1991. I20 P.U.R. 4th 530 at '28. 

' 

> 
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companies, which an Often nquind to install and maintain pay 
phons in unprofitable locations witfi low call volume." Regulators have 

b&n responsive to these concerns and have allowed telephone . 
b e s  to increase the rate charged on all pay chones. effectively 

dlowj,,g the unprofitable pay phones to be subsidized by the profitable 
on#. 

AS noted above, prison pay phones have an inordinately high amount 
of call volume. as compand to public pay phones. Where the rates arc 
Capped, they arc often capped to match the highest of the rates charged by a 
firm providing service outside a prism." Also, depending on the state, the 

inside the prison does not necessarily reflect time of day discounts? 
mafore,  even where the rates for collect calls fmrn prisons arc capped at 
the **outside" rate. the inside rate cap is based on false Bssurnptions about 
phone use in the outside market. As a result, the charges for the inside calls 

disproportionately higher than the cost. Inmate challenges to the rates 
generally unsuccessful? 

In other situations. the rates arc not capped in such a manner that they 
correspond to the ram made for outside calls." Because the state is not 
paying for the calls, it seems reasonable to conclude that it would be less 
concerned with the cost of the calls than if it were responsible for paying 
the bill. Stated differently, the state receives the benefit of having a service 
provided, but does not have the corresponding burden of paying for that 

comp 

27. Id 
28. opcradnp Ranices of Alternative Opentor Sav .  Rovidcrr. No. U-17957. 1993 

WL 56141 5.81 '2 (La. Pub. Sew. Comm'n Scp 23.1993) (comparing the nlcr charged by 
four pvidcn. and noting hac guidclincs required thnt the rate cap match the highat raw 
charged by me of the four). 

29. Id (ordering hat the conraucIion given to Ihc rate cap k changed, allovring the 
rate cap 10 bc conswed to reflat time of Q y  discounts). 

30. See. t.8.. Jackson v. Taylor. 539 F. Supp. 593. 595 (D.D.C. 1982) (holding thm 
prison officials were immune from an antiuust claim arising out of an allcgd practice of 
fixing Ihc price of phone d r  ma& fmm the prison): Ccinm. Worken of Am. v. P r .  FkU. 
61 C.P.U.C.2d 647 (CUI. Pub. UOl. Comm'n Ocr 5. 1995) (holding that lhc prison irrelf i s  
thc customci, and tha prismas we% n u  mnsumen of a telephone sysun and Ihu 
thaefae. only the prison w1s guaranteed pccrss under state regulations); Basham v. 
Mountaintor Powcr Sys.. No. 42-IOZbCOCOT-C 1995 WL 441123. at *9 (w. V r  rub. 
SUV. C m ' n  June 15.1995) (categorizing p r i s m  cornplainu into fw c:uegoria: .'vlosc 
regarding the typc of system offered. those regarding whcthcr the s y s m  complia with,l)r 
Commission's NICS and rcgulariom. lhose reganling rhc funhoning d the systun. md 
those reguding the raws charges'). The West Virginia Rblic S m i c e  Cnnmission found 
Ihu only thw claims dealing with lhc functioning of the sysum can bc brought by 01 
inmuc kfm thc Commission. Id Complainu regarding the cost of the senice wen found 
n u  lo & "emcnsjned by the Commission in the mnlcxt of a complairn case but are imttud 
reviewed in the renice provider's next me pmeding:' Id 

31. MAINMMNG FAMILUCO~~~AC~.  supra nac 9. at 12. 
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benefit. That burden falls on the families Of the inmates. 
the phone companies seek to justify the COSt Of the 

on a number of grounds. Phone companies Cite to a high !ate of 'YOU 

fraud" where bills are sent to invalid or incorrect addr~sses.'~ Agdn why 

than in the context of routine long-distance calls is not entirely clear.' 
The cost of the calls can be partially justified by the expensive 

security systems that arc a necessary component of the prison telephone 
systems. Of the asserted justifications, this one has actual merit. for the 
security systems an clearly necessary. Nonetheless. one has to question 
whether the security systems currently in place an the most cost-efticient 
systems available. Since the service provider opemtes without any real 
thnat from competition. the provider has fewer incentives to k n p  costs 
low. 

Most states are candid enough to admit that the kickbacks they 
receive from the service provider do increase the cost of the calls for the 
consumer? Nonetheless, these states argue that the telephone system is not 
without costs. and that it is only fair that those who use the system pay for 
pan of the COSIS of the system. Of course, this argument fails to note that 
for the state. the system may very well be without costs. As noted above, in 
California. MCI installed the entire system at no cost to the state, and MCI 
allows state employees to make calls for f i e .  €ffective/y, rhefamilies ON 
pasingfor the stare's use ofrhe sysrem Isn't it only fair that those who u r  
the system pay for pan of its cosu? Note that even where the system is not 
without cost to the state, the state earns much more from the system than it  
spends on the system." 

A number of telecommunications providers supplying service to 
prisons have engaged in unscrupulous billing practices. such as: 

- 
fraud is more of a problem in the context of calls received from a prison 

32 See Rates. Tams and Condition fa lnmiue Tclsomm. Scrv.. No. 368, 1999 WL 
179812. PI '2 (Ky. Pub. Scrv. Comm'n Ian. IS. IY99). This view assumes thal an enor in 
billing must ncassatily be thc fault of the consumer. and UKrcfare. irrreavd pries am 
entirely justified. No= thu when the company doer nu get paid. rhe consumers M x c w d  
of engaging in frau& Of course. where the company charges consumers lor calls tha wrc 
nevu made a ovacharges cmsumers for calls. then it is not fraud 

33. As prices increase. so does the rate of h a d  Therefore. it is possible thh the 
smaurc of the a p m c n t s  i m a v s  the cost ol the calls. creating Ihc inn& frs$d. 
Highu mes of fraud in  Iurn create Ihc apparent jvstification for the higher costs. 

34. MNUTAIMNG FAMRY COKTACT. supra nae 9. at 22 ladmining tha Ihc cost of the 
calls is affcctcd by thc "sizable commission" rcccived by the state). 

35. Id a! 29. Mer cma. New York SLBIC pockctcd 52021 million from Ihc 
commissions in 1997.1998. Id Arc the u r n  merely paying their fair share fw 
tclsommunicatians service. M are Lhcy paying mom? 
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Program 
ming phones to sw billing befom the recipient accepts the calkb 

impsing surcharges in excess of those allowed;" failing to discount calls 
at off-peak times;" and charging for unauthorized calls." The 

for fraud on the prut of a provider is exemplified by the recent 
behavior of Global TePLink Corporation ("Global"), which operates 
inmate phone systems in several states. Global was found to have engaged 
in a number of illegal activi8es, including the following: staning the 
internal time clock on the phones either I5 or 36 seconds ahead.- charging 
mtes that exceed the authorized rates.'' adding time and money IO each 
cdl." and billing a call more than once." Another provider was found to 

- 

- 
36. Lqual Access Corp.. No. FCU-90-5. 1991 WL519835. at *3 (Iowa Util. Bd. k b .  6. 

1991). 
37. MCI Tclecomm. Corp., No. 9606l7-TI. 1598 WL 391688. at * I  (Fla Pub. SCN. 

comm'n June 9. 1998) (noting that MCI imposed surcharges that WCIC. al various times. 
$2.00 a S1.25 in c a m s  of the permined surcharge). 'Ihir rnancr also illusuater the 
dificulty of dealing with thc overcharges. Pursuanr to a previous Florida Public Scrvicc 
Commission orda. MCI iulcmpud 10 issue refunds to rhore individuals who w m  
ovcrcharged. Id. A large number of thore pcrsonr could no longa be locatcd however. M a  
requested that Ihe funds be placed in a WI fund fw prisoner advocacy groups. but che 
Commission o r d d  an immediate nlc reduction. Id. As a sidc nuc. when MCI u n t  bills IO 
invalidaddnsres. MI3 med "fraud" ud went to tk Canmission. 

38 EqwlAccesa Cofp.. 1991 Wl519835. at.3. 
39. Id. at *4. See nlro La. Pub. Sew. Comm'n v. Quest Correctional C o r n .  Inc.. No. 

U-21318, 1996 WL 532269. at *4 (May 14. 15%) (noting that one Ann used 309 pay 
stations at a pr im.  but the company only paid fa l6S of thox lines). 'Ihir w e  is nu 
necessarily imponant for its impact on rhe rate chargcd on inmau calls. but it could imp& 
the quality of service. Also. it is illustrative of an additional mannu in which a provider 
could circumvent any applicable regulations. 

40. La. Pub. S m .  Comm'n. No. U-20784.1995 W 59684. al *S (Jan. 7.1995) (naing 
that chis popnmjng is ma& mare significant by IIIC fact that Global. as well as mEdt 
telephone companies. mund up the time of the call to thc ncxt minute). 

41. Id 
42 Id. at '6 (noting char Global may have used I many as twenty4ve different add-on 

techniques). 
43. Id. at n.5. Apparendy. Global would also combine thcx techniques. FOI cxampk. 

on any pplficul~ call. Global may haw s m e d  rhe internal clod; ahead. charged a lllc in 
cxccss of that allowed. added on additional lime and money 10 rhe call. and thcn billed lhc 
customa mac than once fa chat samc call. Thc tola1 m w n t  01 the overcharges. in 
Louisiana alone. was calculated Io be 51.243.000. Id. at *I].  See also Global Td*Iink 
C o p .  No. 93-C-OSOI. 1995 WL 782983 (N.Y. Pub. Scrv. Comm'n Dcc. 11. 1995) (or& 
approving a rcimburscmcnt plan submined afkr Global's pranias were discovered): Globll 
Scl*link C q . ,  68 C.P.U.C. 2d 149. at '6 (Cal. Pub. Util. Comm'n Scpl 20. 19%) (noring 
lhal on Ihc date of thc decision. Global had rcfundcd aver 53.4 million). This behavior is nbc 
limited to Global: a diffcrcnt company operaring in Louisiana was found to have c d a e d  
similar am: charging customcn fa two calls that wcrc ma& at the same time. chargiv 
cuslmcrs fa calls that were nu cvcn made from the facility. overcharging calls. and adding 
lime to calls. La Pub. Sen. Comm'n v. Vendormatic. Inc.. No. U-221 IS. 1998 WL 201681 
(La Pub. Scrv. Comm'n Feb. 17.1998). In any cvcnt. the situation could be wx: in Texas 
an inmarc is allowed IO makc onc collcct call every ninety days, so long as the inmate has 

. .. 
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have overbilled wo-rhirds of the interstate calls made from a panjcular 
lo .Florida, in a five-yeat time span, three companies were found to 

have overbilled consumers by a total of over S2.7 million." 

\ I 
t :  

. t  

D. Srates' Use of Revenue < !  

i States the revenue derived from the commissions in different 
ways. Most states claim to use the funds to offset costs of operating a 
prison, either by funding programs operated by the Depanment of 
Corrections, or by placing thc funds in a prisoners' welfare account.M For 
example, the proceeds may be used to fund health care for prisonen. cash 
for work-release, and bus tickets home.'' Interestingly enough. one state 
was recently found to have failed to establish "controls to safeguard. 
reliably account for, or efficiently use the telephone commission monies 
and was usin inmate funds for stiffing positions not directly related fo the 
Trust Fund' 

Other states place the funds in the general revenue coffers.* Where 
this is the case, the surcharges on the phone calls can bc said to take on the 
nature of a regressive tax that is imposed exclusively upon the families of 
those who are incarcerated. One has to question whether such a tax regime 
is the best method, from a tax policy standpoint. of funding the activities of 
the state. 

However the funds are ultimately used by the state. one could go even 
further than calling the surcharges a 'lax." Indeed, Oliver Wendell Holmes 
might suggest that from the point of view of the person paying the 
surcharges, the surcharges are not so much a 'lax" as they are a 'Yine.'* 
That is. the ultimate consumer would likely view the excessive cost of the 
calls as an additional punishment imposed on the consumer for no reason 

i 

, 

, 

, ' 

fi 

refrained from violating my prison N k S .  James M. Odato. Tor@ng Profirsfrom Prism 
Cdh. ' I I M s  Umos. S e p ~  4. 2wO. Texas does na reccive a kickback. MA@.~AIN~NG 
FAMILY CONIAC~. supra nbe 9. at 28-29. 

44. See Ve&rmnriC, 1998 WL 201681. a1 '4 (finding h a 1  of the 90.879 tolled c a b .  
V e n d m t i c  cmdy charged 13,849. undercharecd 12.157. and overcharged 64.873). - 

45. MAlhTAIMNC FAMILY COh7ACI. supra note 9. a1 27. 
46. Filchcr. supra now 9. m 52. 
47. Odato, sypra nole 43. 
48. FLORIDA LEGISUNRE omm OF PRCGRAM ANALYSIS AND ~owrwym 

ACCOUNTABILITY, FOLLOW-UP &PORT ON "E INMATE WELFARE TRUST FUXD rWlD 
WS~VIIOU-BASW ACCOUNIT MMINISTERU) BY THE DEPARTMENT OF CORRECTIONS. NO. 
96.46(1597). 

LEGIS. A m .  supm now 6. at 36. 
49. See SWM Renews Call. supra note 14: Wsckr. supra note 9. at 52. See. e.#.. JoIh7 

50. See Oliva Wendell Holmes. 7hc Parh of the Law. IO HAW. L. REV. 457. 451 
(1897). 
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than bat a family member of the consumer has k n .  incarcerated. 
he matter in this light would raise a number of justice. fairness. 

Lookins even due process concerns.” 

e Need io Maximize Access to Telephones 

Most 
es aficcted 

officials recognize that it is in the best interests of all 
by an incarcer$on that the incarcerated person maintain 

conracr with friends and family. That is, prison officials seem IO recognize 
thar with family is very imponant not just for the prisoner. but also 

for the and the family of h e  prisoner. Contact with families helps 
maintain order in the prisons, and it facilitates the prisoner’s 

,inreption into society. Therefore. the stated goal of many ofiicial 
relating to inmate use of telephones is that prisoner access to 

I 

! lclephones should be maximized.” 

. i  
I 

III. TELECOMMLINICATIONS ACT OF 1996 
In 1996. Congress revolutionized the telecommunications market by 

pasing the Telecommunications Act of 1996 (the Act). The impetus’ 
; behind the Act was a finding that “[t]echnological advances would be more 

rapid and services would be more widely available and at lower prices if 
1 t&communications markets were competitive rather than regulared 
1 monopolies.’* In light of this finding. Congress sought to introduce 
i competition into the telecommunications market. for the purpose of 

i 

! 
i 

51. Thcrcfore. most Iam?.king badies would likely look at kc mann from an entinly 
diffmnl pcrspcctivc. Most c d n l y .  kc phonc companies and the sates &AI muve a 
commission would not rake this point of view. 

5 2  See Rater. Terms. and Condition for Inmate Telccomm. Servr.. No. 368. 1999 WL 
179812. at ‘I (Ky. Pub. Sew. Camm’n Jan. IS. 1999). The kpanment cf Conedons 
tcatificd bcforc the Commission that l e  Deparunen~ intended that those who pay for collat 
phone calls madc fmm prisons pay no mnc Ihan the amount fa a similar call made horn 
outside the pison.  Id Sre dro AJr Pub. Scrv. Comm’n v. AU Customer-omcQ Coin- 
Operated Tel. S m .  Roviders Scning Continemcnt Facilities. No. 23871. 1995 WL 
337071. a1 ‘1-2 (Ala. Pub. Sew. Comm’n May 1. 1995) (dung ustimony of m e c o m i c  
capml maincd by he Alabama Attmcy Gcnnal’s Office who tuufied fhu no valid 
purpose would & served by cslablishing higher rates for inmatc phone calls). In both -sa. 
the Public Service Commissions a p d  to cap fhc ~ K S  on calls made from prison IO match 
ourridc ms. Rues, T m s .  and Condition for lnmue Telccomm. Sav.. 1999 WL 17981L 
a1 ‘3; Ala Pub. Sew. Comm’n. 1995 WL 337071. r( 5. 

53. One has m wonder how ohm the actual atutudcs of prison officills r e f l a  rNs 
stated policy. Upon receiving information that the scue had jusi been swd fa allegedly 
mompolizing ulc povision of celcphonc services io pr imsr .  ow s t a t  offidd’s mfv 
response was thu “lilnmatcs do not have a consuuuonal right to make phonc calls.“ Suit 
Targrrs Rates. rupm mu IS. 

I 
\ 

i 
i 
I 
! 

I 

54. H.R.REP.NO. IW2W.a148(1995). 

! 

I 

! 

1 
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protecting consumers from potential monopoly abuses.’$ To promote 
competitiop. Congress removed state and local barriers to entry, required 
providers to interconnect with competilors. and placed an affirmative duv 
on the commission and the states to ensure that universal service is 
available at rates that a~ just, reasonable, and affordable. These change 
will be analyzed individually. 

A.  Removal of Barriers to Enrgv 
With respect to the removal of the state and local barriers to enuy. the 

Act has broad provisions for the preemption of state and local regulations 
that impede Ihe Act’s operation. The Act provides: “No State or local 
statute or regulation, or other State or local legal requirement. may prohibit 
or have the effect of prohibiting the ability of any entity to provide any 
interstate or inmtate  te~ecommunications service.*” These provisions 
grant the FCC the authority ro set aside any state law that is deemed 
inconsistent with the Act’s purpose.” 

Clearly, by allowing only one company to be the provider of service 
to a prison. the state has put into place a “legal requirement” that prevents 
entry into the market. This legal requirement is essentially a govemrnent- 
granted monopoly. Section 253(a) of the Act is directed squarely against 
this practice, because the practice is inconsistent with free e n y  into the 
market. Funher. the state requirement conflicts with the congressional 
belief that technological advances would be more rapid, and services would 
be available at lower prices. if telecommunications markets were 
competitive marketplaces rather than regulated monopolies. 

B. Interconnection 
Congress funher imposed a general duty on telecommunications 

providers to interconnect with the facilities and equipment of other 
telecommunications providers.” The incumbent is to be compensated by 

i 

55. Id. 
56. Scc 47 U.S.C. 9 253la) (Supp. V 1999). 
57. Set 47 U.S.C. 5 T53(a). (d) (Supp. V 1999). Scr dso S. REP. NO. lob230. at. 126 

(19%) (noting chat rhc bill pecmps almost all stale and local banierr to competition). ’ 
5% Srr 47 U.S.C. 0 ZI(a) (Supp. V 1999); 47 C.F.R 0 51.305 (200;)). Note (hat I 

the duty 10 afford access lo rights-of.way. pola. cmduits. and ducts. 47 US.C 5 YU r 4) 
251(a) requires a provider to share infrarnucturc and facilities. Section 25KbN4) irn 

(Supp. V 1999). Howevu. local exchange carriers would “not bc required IO mkc any rlion 
that is economically unrcaronable or that is contrary IO the public inluesL” 47 C.F.R 0 
S9.Xa) (2030). 7he obligation to regotiate intcrconncction applies to a local exchange 
carrier rhat is dctmnincd by he FCC IO have market power in providing exchange ravica.  
S. REP. NO. 104-230. at 117 (19%). The Act creates 1he poceniial for cornpeulion whnc 
formerly there was a naiurill monopoly. 

, , . .,. 

I E 
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at reasonable terns. which generally has been consmed 10 
at the of the incumbent. Essentially. these provisions require a 

m W  er to lease its facilities to a rival. The provisions are designed to 
to enter the market without sustaining a substantial amount of 

or fixed Costs up front: when the rival leases access. these costs arc 

ne interconnection provisions, if applied to the contracts. would 
incumbent to lease the necessary facilities and lines to a rival. 

both providers could share everything, even the already 
exisling security system. R e d l  that the states seek to justify the exclusive 
,,ding provisions by asserting that the costs are too high for two firms to 
both install and Operate sYStemS. But by interconnecting and using one 
system, two firms could compete without incumng the expenses associated 
wib  installing and operating two duplicative systems. Further, it is likely 
hat  competitive pressures would force each firm to drjve down costs.@ If 
sos then it is possible that two fims could operate at lower cost than B 
single firm. Finally, note that the exclusive dealing provisions also prevent 

be c o w  59 

allow ri 
sunk 

fieRby competition in the market. 
over time. Therefore, the provision lowers a barrier to enuy. 

interconnection. 

c. Universal Service o t  Jusr Roles 
To effectuate the ultimate goal of promoting consumer welfarc, 

Congress imposed an affirmative duty on the states to prevent 
unnecessarily high rates from being charged. Specifically. the Act provides 
that "[tlhe Commission and the States should ensure that universal service 
is available at rates that are just, reasonable, and aMordable.'" Therefore. it 
is not sufficient for the states to promote competition: the states must also 
take affirmative action to ensure that all consumers have access to sewice 
at reasonable rares. The states have violated this duty in three material 
respects: by nquiring that a commission be paid to the stare. by allowing 
the provider to impose additional surcharges (which in pm pay for h e  
commission). and by granting a monopoly to the provider. The states have 
violatd this duty because it is profitable for them to do so, no1 because the 
present situation is beneficial to consumers. This practice is in d m t  

59. Some qucstion has M v n  as io how "CCSW should be mearurcd See. r.g,'Willim 
I. Baumol &Thomas W. Merrill. Derrgdawn. Takings. Breach ofrk RgularoN Cogrocr. 
andrh Tdrcommwicorionr ACI of 19%. 72 N.Y.U. L REV. 1037. 1039 (1997) (arguing 
that efficiency requires pricing by faward-laking CDSIS. and that thc Takings C l a w  does 
no1 prdudc pricing on a forward-looking bdn) .  

60. What costs arc lett? Managerial. adminimalive. billing, and any ocher  sui which 
do mt pcnain direcdy IO the ca t (  associated with the lincs and facilities. 

61. 47 U.S.C. $254(i) (Supp. V 1999). 
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conflict with the congressionally imposed obligation to ensure that service 
is provided at reasonable and affordable rates. 

Ultimately, one is left with the distinct impression that sate 
requirements are in direct conflict with both the plain terms and the spirit of 
the Act. Consequently, the FCC should exercise the powers conferred by 
the Act, and pmmpt any state c o n a t  that requires a commission to be 
paid to the state. or that grants a monopoly to a provider. 

IV. Emcmfl AN~Lysls 

The alleged superiority of law and economics. as a body of 
jurisprudence, is based on the fact that it uses economics to test the validity 
and/or efficacy of rules. and he fact that economics is a less subjective 
measure than those measures employed by rival jurisprudential theories? 
Generally speaking, law and economics suggests that the role of the law is 
to maximize wealth, and that all laws should be consaued so as to 
maximize wealth. Wealth maximization is. by some. measured in dollars; 
dollars are less Subjective than general notions of ')usrice" or %mess.*' 
Therefore, an efficiency analysis performed on two competing pieces of 
legislation. for example, is a less subjective measure of the merits of the 
proposed laws than a discussion about the comparative justice of the 
respective proposals, or the impact of the proposals on natural rights. 

Whose wealth is sought to be maximized: consumer wealth or social 
wealth? What is the difference between the two? Social welfare is defined 
as the sum of consumer welfare and producer welfare. The distinction 
between the two is imponant because they may not necessarily point in the 
same direction. A particular policy may enhance social wealth but 
adversely afTect consumer wealth, or vice versa. Those who subscribe to 
law and economics would generally assen that maximization of wealth 
should be analyzed in terms of social welfare.6' The issue arises, however. 
because the current approach in both antitrust jurisprudence and 
telecommunications taw generatty involves looking to consumer w e ~ f a r c . ~  

Perfect competition maximizes consumer welfare better than 
monopoly. Competition is also preferable to regulation. perhaps even 
where it is a natural monopoly that is being regulatedb' ThFrefore, 

62. The= is SI least some merit to this assertion. 11 is pmbably cprier 10 proh IIUI a 

63. See GUtW CUABWI. THE COSTS OF ACCIDEMS 16-20 (1970) 
64. ROBERT BOW. THE AhTITRUST PARADOX: A PWCY AT WAR W l W  h U F  81 

(1918). 

only justification fa rhe A n  

prnicular rule is inefficient than it is to prove h a t  the same NIC is unjust. 

65. Ai least. chis Article posits chat this must be Congms's belief. for this is really the 
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pnmDe cition genedly maximites consumer welfan better than monopoly - 
or n a n r ~  rnonopob’. 

below dzpicts the economic consequences of the current 
smcnue of the contracts. In i t ,  the label “MP“ denotes the price that 
would be charged by a monopoly. Similarly, “MP*” denotes the monopoly 

when a commission is q u i d  by the state. ‘*CY refers to the 
price. and “CP’” refers to the competitive price when a 

co&ssion is required. “ M Q  refers to the quantity that a monopoly 
be expected 10 produce. “MQ’” denotes the quantity produced by a 

monopoly when a commission is imposed. “MC” represents the marginal 
cost of production. “CQ“ represents the quandty produced when there is 
,,mpetition. An& finally, “CQ’” represents the quantity produced when 
thee is competition and a commission is imposed. 

ne 

Figure 1. Prices Charged by Monopoly and Competitive Firms 

t 

M P  
MP 
cp’ 

fp 

’u R 

A monopolist will produce its goods at a level such that marginal 
revenue qua l s  marginal cost. Therefore. the amount produced by a 
monopoly may be determined by locating (on Figure I )  the intersectiqn of 
the marginal revenue and marginal cost curves. Note, however, +at the 
actual price charged by a monopoly i t  that which corresponds IO h e  
demand for the amount produced. Accordingly, the price charged by a 
monopoly may bc determined by drawing a vertical line from the 
intersection of the marginal revenue and marginal cost curves to the 

66 See SUVAN & HOVWLAMP. s q r n  n m  ID. 81 61-62. 
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c 

L demand curve. Therefore, the circles depict the price charged and the 
quantity produced by a monopolist Conmt  the output of and price 
charged b y ' a  monopoly to that of a firm operating in a competitive - 
environment. A firm operating in a competitive market will produce its 
goods such that the market price equals the marginal cost of production. 
Stated differently. in competition. fmns will also price their goods at the 
price that corresponds to the intersection of the marginal cost and demand 
curves. Therefore, the rectangles in the diagram depict the pricc charged 
and quantity produced by a tirm operating in a competitive market. Cleuly. 
competition results in a lower price and higher output than a monopoly. 

The upward shift in the marginal cost c w e  represents the effect of a 
kickback. The consquences of the imposition of the kickback are higher 
prices and less outpur Clearly. from the perspective of the consumer, a 
monouolv and commission are disfavored. But consumer dislike for a 

. 
1 

! 

. .  
policy'does not necessary imply that the policy is detrimental to social 
welfare. Recall that social welfare takes into consideration the effect of the 
policy on the consumers and the producers. If the consumers ate harmed to 
the extent of X, and the producers are benefited to the extent of X ,  then the 
policy simply causes a transfer of wealth fiom the consumen to the 
producers; in the aggregate. the policy does not adversely affect the social 
welfare. In other words, because the policy does not adversely affect the 
social welfare it is not to be condemned on those grounds. 

From the social welfare perspective. is the monopoly. or the 
commission. preferable to the alternatives? There are two theories that may 
be used to answer this question. The theory of Pareto Optimality states that 
a new rule is superior to the old when the new rule improves at least one 
person's sition and no person's position is devalued by the rule's 
adoption. The pnncipal shortcoming of chis theory is that it has limited 
application. Often. someone will lose under the new rule. and even if the 
amount of the loss is negligible, the theory is unable to evaluate the value 
of the new rule. 

An alternate approach is taken by the Kauldor-Hicks theory. This 
theory holds that a new rule is superior to the old rule when the winners 
(under the new rule) gain more than the losers lose.y Judge Posner 
modifies this theory in one important respect: Posner asserts that a le& 
rule is wealth maximizing if the winners would be willing to pay more for 
its adoption than the losers would be willing to pay for the rule not to + 

6p" . . 

67. ROBERT C ~ E R  & THOMAS ULM. LirW AND ECONOMICS 12.43 IM cd. 2MX)): D*N 

68. Doses. supm "OK 67. al30. C ~ R  & UEN. supra nae 67. I&. 
D~SLIS. LAW OF REMEDIES 30 (2d cd. 1993). 
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It is crucial Io note that the winner does not actudly have Io pay 
the loser. As long as payment is theoretically possible. the rule is weallh 

Willingness IO pay is one measure of people's preferences. 
i t  is easier to measure "dollars versus dollars" lhan it is to measure 

versus preferences." In this respect. Posner's version of the 
Kauldor-Hicks theory is supenor (in its application) to the traditional 
formulation of Kauldor-Hicks. Accordingly, this Article wiII define wealth 

in terms of Posner's version of Kauldor-Hicks eficiency. 
Concerns of "fairness*' will be given no weight in assessing the various 
po~icies.'~ 

v. STRUCTURE OF THE CONTRACTS AM) GAME THEORY 
This Section consists of two subsections. The first subsection will 

develop a series of payoff mamces. and use the matrices to show how the 
existing structure of the contracts arose. The second subsection will use 
game theory to dernonstrale that the award process causes the inefficiencies 
of the curreni contracts to perpetuate. 

A. The Payoff Matrix 
A payoff matrix is a simple device. Here, two matrices will be used to 

depict the incentives to the state for adopting a panicular structure to the 
contracts. The first matrix illustrates the incentives to the state for 
structuring the contract so the state receives a commission on the revenues 
derived by the telephone company. The second matrix depicts the 
incentives for structuring the agreement so a single telephone company will 
provide the service. 

1. State Incentives for Requiring Commissions 
In Table 1. the left column depicts the potential political gain that may 

be derived from srmctunng the contracts in a particular manner." Note that 

69. Richard A. Posner. Utililarianisrn. Econom'cs. and Lgd Theor?'. 8 1. L E G N  
STLDIFS 103. 119-22 (1979). 

70. According to Kaplow and Shavell. a m a r i v c  arscssment of legal policy should k 
drivcn cxclusively by considcrations of swial wlfarc. and norions of fairness should be 
given no indepcndcnt wcieht,in assessing h e  policy. Louis Kaplow & Steven Shavell. 
Fairness Venw tt'dfarc. I14 H*aV. L. REV. % I .  966 (2001). 

71. Political gain is Ihc political currcncy or benefit the state receiver whcn it p ( r  
benefits 10 its residents. 'There is an inhcrent difficulty in ntampting to measure the politid 
gain 10 thc sua. This difficulty is augmented when me socks to compare rhc pmjcned 
political gain 10 thc financial gain. and 10 determine which is greater. One rne&awre of 
political loss (or gain) IO the sute is thc negative value of Ihc financial gain (or loss) IO thc 
siatc. Thm is. if the state passes a taa bat  benefits h e  slitte to Ihc cxwnt of"J" (dollam a 
uniu). hcn rhc smtc has caused Ihc consumer 10 incur a financial loss of "3." Sin= h e  slue 
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if the state continues to require the commission. the state sustains a political 
Ioss of "1." . 

Table 1. Incentives for requiring commissions 

political Gain Financial Gain Total Gain 
Kickback -1 4 3 
No Kickback 1 -4 -3 

The families of prisoners arc the only g~ooup harmed by this policy: 
they are not 'an organized body, nor are they seen as a psrticularly 
sympathetic group. Similarly, the state may derive some political gain from 
structuring the contract in favor of the families, but the pain would not be 
significant. The company is largely ambivalent about the requirement of 
the kickback, because most of the cost of the commission can be passed on 
IO the consumer in the form of surchargc~.'~ 

The right column in Table 1 represents the potential financial gain to 
the state. As the table indicates, the state can require the commission. and 
thereby derive a financial gain of "4." and a total gain of "3." 
If the state waives the commission, the state suffers a financial loss to the 
extent of the forgone commission." T I I ~  total loss if the state waives the 
commission is '3." The state clearly has a s w n g  financial incentive to 

has imposed this financial loss on the consumer. he w e  suffers a poliucal loss of ,"3" 
because the consumer's political suppon of the state wanes when thc consumer i s  m& 10 
pay the stau. 

This appmch is not without defccls. First of all. a pcrscn's political sllppat of the 
state is n a  ~ c s s a r i l y  b u d  on  or even inlluenccd by. one decision made by the s u e .  
Funha. the state r s c i v a  the aggregate anwunt derived from the individual paymenu ma& 
by all the consumen. If used properly. this aggregate amount can benefit the swe morc than 
the smaller amwnts bcnefitcd the individuals. While there is probably an i n v a v  
relationship k w e m  political suppat and financial costs imposed on consumers. it i s  
unlikcly that IJU relationship i s  a one-teone rafio. When the Poslal Savicc increaser Ihc 
price of a stamp by a pcnny. for example. my political s u m  of IIK Postal Service daw not 
fall by a carcrponding amwnt. To the consumer. b e  loss of onc psmy is minixuk. but Ihc 
Postal S m i a ' s  loss of everyone's pennies mattm a gr~at d u l .  In the situation af the phone 
conums loss i s  imposed on a p w p  that does not wield great political cloul. Thcrrfar  che 
slate d a s  nu suffer a rubstanrid political loss when i t  imposes a financial loss or\ this 
panicular group. FM purposes of this illusoafion the Aurha sssumes thaf thc ruio bctwua 
financial p i n  to h e  stafc Md political loss to the state i s  four to one. 'Iharfae. k sw 
will have a financial gain of four and political loss of MY. 

72. Of cuune an a d d i t i d  surcharge would result in higher taal pices. causinp 
demand for the service to fall and a loss of sales for the company. In lhir pvricular m&L 
however. i t i s  likely that the demand is n a  very responsive to price chanpck 

73. 7 h c  lost commission i s  an opponunity  cos^ This  cost must be factored in baause 
the m e  will have to replace the lost commission. 
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mequire that the telephone company pa), a commission. As political 
incentives are, subsrantially outweighed by financial incentives. a rational 

will require a commission. . 
2. Incentives for Utiljzing an Exclusive Dealing Provision 

In Table 2. the column on the left depicts the estimated net political 
gain or loss. Three groups will exen political pressure on the state: 
families, the incumbent. and the prospective competitor. As before. the 
value of the political loss (or gain) to the state is generally equal to the 
negative value of the financial gain (or loss) to the constituents." 

Table 2. Incentives for Utilizing an Exclusive Deplmng Provision 

Political Gain Financial Gain Total Gain 
Exclusive -0.073 S0.083 0.01 
Non-exclusive 0.073 -$0.083 -0.01 

Assume that a monopolist can charge a monopoly price and derive a 
profit of $0.25 on each phone call. If there is competition. then the 
incumbent can no longer charge a monopoly price. The incumbent will be 
forced to accept a lower profit level of $0.15 per phone call. Therefore, an 
incumbent stands to have a financial ain of $0.10 per phone call if the 
state grants the incumbent a monopoly. 

If the competitor is allowed to enter the market, the cornpetitor will 
earn $0.15 per phone call. Conversely, if the competitor is never allowed to 
access the market. {hen the competitor loses the oppomnity to derive $0. 15 
in revenue. This lost oppomnity has a value equal to the lost revenue. 
Therefore. the competitor will lose $0.15 if the state grants a monopoly to 
the incumbent. 

As discussed infra. the cost difference between monopoly ahd 
competition, to the consumer. is $0.225. Accordingly, the consumer will 
incur a financial loss of $0.225 if the state grants a monopoly. For the 
reasons previously discussed. however, the political loss incurred by the 
state because of monopoly will be much less than the direct financial loss 
incurred by the consumer.76 In this hypothetical, the political loss i s  valued 

I 

74. Alrhough the political p i n  (a loss) is calculated on the basis of Ihe negative value 
of the liiancial loss (or gain). h e  poliucal gain i s  not adjusted to rcf l s t  LOX conrcqrrems 
1i.e.. the sta1e.6 financial gaim will fanor in additional LOX revenue). Thc A u h  d a s  n a  
klievc that this difference in tht calculation of h e  gains a losses undermines the analysis. 

75. Thew numbers arc the same as those used in thc whemaucs in Pan Vl. inIra. 
76. Again il is unlikely h a t  there is a one-~c-onc ratio in this sccnario. 'The families arc 
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at $0.023.n 

grants a monopoly, is calculated as follows: 
Therefore, the political loss incumd by the state. when the state 

0.10 -0.15 -0.023 = -0.073. 
The political gain derived from permitting competition is calculated 

-0.10+0.15+0.023=0.073. 
The middle column in Table 2 depicts the dinct financial pain that 

may be derived by &e state if the telephone company is allowed to be the 
exclusive service provider. If the state grants a monopoly, then the state 
will derive $0.25 in revenue from the commission charged to a monopolist. 
But the state will also earn a commission if the state allows competition. 
Therefore, to determine the financial gain derived solely from the grant of 
monopoly. one must first take the difference in the commission between 
monopoly and competition. If the commission derived by the smre in the 
context of a monopoly is $0.25 per call, and the commission derived from a 
single phone call in a competitive environment is $0.175, then the 
difference is as follows: 

in the same manner, but by using the negative values of the same numbers: 

$0.25 - $0.175 = $0.075. 
The state will also receive income taxn from the profit derived by the 

company. The additional amount of tax from granting a monopolym at a 
10% tax rate is calculated as follows: 

$0.075 X 10% = $0.008. 
Finally, the state's revenue is calculated by adding the tax revenue to 

$0.075 + $0.008 = $0.083. 
Consequently. the sfate has a financial incentive of $0.083 to grant a 

monopoly. If the state refrains from granting a monopoly. then the state 
incurs an opponuNty cost of $0.083. When the financial incentives are 

the amount of the commission: 

~~ 

unorganized. politically weak. and perhaps even uninfmed about the effect of monopoly. 
The state may mwe easily justify the monopoly rhm the commission. Funhrr. a monopoly 
is less likely IO inflame he public than a commission, That is. rhc rcquiremcnt of Ihc 
commission may appear to the public as driven by grcui bad lax policy. or bad moncy 
managemni. All of the s1ate.s justifications fa thc commission revolve mund the need D 
gtncrau revenue. and this is m l y  popular. she state can mre easily jusufy a monopoly to 
thc American public, which is easily confused by rhetoric leven whue the rhetoric is 
baseless). Thc Autha' lhcrefwe assumes that on this pdcular issue. he ratio of politic* 
loss to financial gain is un IO one. 

77. $0.225 I IO * 0.023. 
78. 'llihis assumes a 10% tax on net income. 
79. Monopdy profir is  higher than the profit dcrivcd by a firm operating in a 

competitive market When the state p n t s  a mnopolg. they are able to ma this higher prolit 
level. 

. 

! 

I 

I "  
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,-onsided in conjunction with the political incentives. it is apparent that 
the slate. when acting to maximize its own welfare. will grant a monopoly. 

When examined in the aggregate, these financial incentives are far 
fro,,, mvial. Tables 1 and 2 are calculated on a per-call baskM but as of 
1998 nearly two million p o n s  were incarcerated nationwide. If each 
inmate makes one call per week on average. the numbers above can bc 
multiplied by 104 million to reflect the number of calls placed in one yea.  

Taken together, Tables 1 and 2 indicate that the state has both 
political and financial incentives to require a commission and to prant 8 

monopoly to the telecommunications service provider. A rational state will 
act on these incentives and s r m c ~ r e  the contracts accordingly. Unless the 
underlying incentives change, this behavior will continue indefinitely. 

B. 
Game theory is an economic lheory that can be used to gain insight into 
legal rules. The theory is used to identify the optimal snategy for one actor 
when the conduct of that actor depends on a course of conduct chosen by 
another actor." As applied to the present contracts between the state and ' 

the telecommunications provider. game theory will demonstrate that the 
award process perpetuates the inefficiencies of current contracts. Game 
theory will show that the award process mates  a permanent market failure 
that will not correct itself until the process is modified. 

Assume that there are only two firms competing. Company X and 
Company Y. Each competes for a single contract. Funher assume that both 
X and Y know that the state will award the conuact on the basis of the size 
of the kickback offered to it. The companies are both motivated by profit, 
and therefore each will conduct itself to maximize its own profit. 

Game Theory in the Awarding of Contracts 

' 

SO. Also note that Ihc '*cost of the call." as used here. is much lower lhan the actual cost 

U t .  SccCoorra& U ~ ~ ~ . s ~ p r a n o u 6 7 . ~ , t 3 4 - 3 8 .  
in the real world 
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Lurga 
Commission 

Table 3. Game theory in ihe award of conrracts 

SmN 
Commission 

Y High) I C  (Low, High) 

1 i y % k s i o n  1 fltfigh, Low) I D  (Low. Low) I 
The choice variable for each firm is the commission offered to the 

state. The firms may offer either a large commission or a small one. The 
terms of ''high" and "low" in Table 3 indicate the payoff for each firm 
under each choice, given the choice of their rival." In the context of this 
game, the large commission snictly dominates the low commission for 
each firm. The payoff to Company X when choosing a large commission is 
greater than when choosing a small commission. regardless of the bidding 
strategy of Company Y. The same is me for Company X. Both firms will 
therefore choose the high commission. competitive outcome "A." While 
both would be marginally better off if they would choose to cooperate, 
there is no incentive to cooperate because there is no guarantee that a rival 
firm will also choose the cooperative solution. Each fm chooses the 
competitive solution because they are better off than if they cooperated. but 
their rival did not. 

The solution to this game highlights a fundamental defect in the 
award pmess. Taken as a whole. the award process inevitably leads to a 
contract containing an exclusive dealing provision and a high commission 
for the state, With the telephone company and the state acting rationally in 
their own best interests. the consumer inevitably loses. Until the incentives 
change, or until the state begins to elevate the interests of the consumer 
above those of the state, this situation will continue indefinitely. This is a i 

i 
82. The payoff for a large commission is "high" because by offering a high 

commission. the firm is mom likely to be awarded the conma. Sina he 
telecommunications ravicc provider doer not pay thc cost of the commission iuclf. the fa3 
thpl the commission is high d a r  mt redua the payoffto the fm. If the Arm WCIC he only 
bid&. it would offer a low kickback because the lower the kickback. L e  higher lhc 
demand for maAing calls 
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permanent nontransitory market fail=. 

’ VI. h ’ A L Y S l S  OF THE CONTRACTS I 

This Section will innoducc alternative structures to the conuacts. and 
then determine whether the adoption of an alternate s m c m  would be an 
efficiency-enhancing move, To provide a meaningful frame of reference, 
the discussion will begin with a brief analysis of the present contracts. In 
the discussion of each alternative, a number of simplifying assumpfions 
will be made. These assumptions will remain the same in the analysis of 
each altematiye. 

The company is assumed IO be responsible for the full cost of the 
security system. and this cost is included in the company‘s total cost in 
administering the contract, Where the state requires a commission, rhe 
commission will be calculated as 5 0 1  of gross revenues. The commission 
is passed directly on to the consumer in the form of a surcharge added to 
the cost of the call. Where the state waives the commission. the surcharge 
is eliminated. Assume that the state imposes a tax of 10% on the net 
income of the provideds). Further, and perhaps most importantly. the 
analyses of the competitive arrangements presume that the market is not a 
natural monopo~y.” 

Finally, each structure will be analyzed in t m s  of the cost of, or 
revenue derived from, a single phone call. Two phone calls will be depicted 
in a situation where competition is permitted, only to illustrate the effect of 
competition. However, where two calls are depicted, the analysis will still 
focus on costs and revenues associated with one call. 

A. Present Contracrs 
Figure 2 illustrates the smcture of the present contracts. The individual 
pays $0.75 for a phone call. Of this amount. $0.25 represents the 
commission. and this amount passes through the company to the state. The 
remaining $0.50 is retained by the telephone company. Of that amount. 
$0.25 is allocated to the costs incurred by the company in providing the 
services. and $0.25 represents the monopoly profit retained by the 
company. 

The orofit of $0.25 is taxed by the state at the rate of Id%. - .  
Therefore, the state derives $0.025 in ;ax revenue. and $0.275 in total 
revenue.. 

83. Roving Ihe validity of this arsumpliw is beyond h e  scope of this papa. The 
AuLha bclicvcr h e  arsumption accwarcly rcflcnr rhc actual operation of the market. The 
cvidcncc suppning thc assonion of mural  monopoly is wcak. See infm Section 1I.h 
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Figure 2. Diagram of present contracts 
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B. No Kickback, Competition 

Consider a situation where the state forgoes the kickback and allows 
competition to be introduced. In this scenario. illustrated in Figurr 3. the 
individual pays $0.35 for the phone call. Of that sum, the company retains 
$0.15 profit, and $0.20 is allocated to cover the costs of providjng the 
service. The company's total cost of providing the service falls from $0.25 
to $0.20. The cost savings are driven by the threat of competition and the 
related need to increase efkiency and to reduce costs. Also. after a 
competitor has been introduced, the incumbent may pass on a portion of 
sunk costs to the challenger, reducing the incumbent's fixed C O S ~ S . ~  
Competition forces the companies to accept a lowergrofit level, and 
therefore only $0.15 of profit is retained by the company. 

84. This pedinion assumes that Ihe companies arr subjcc! Io a regime like I+ 
Tclaanmunicdonr Acl of 19%. which rcquircs an incumbcnl Io leae XCCSS IO 
cornpica. The lease payments are driven by the.incumbcnl's cas&. Presumably. whenhe 
incumbent acquired h e  cmuacL he incumknl incurred a high numbcr of one-lime 
eapenses. Under uzditiond acmunting techniques. ~hcsc expenses can bc proponionall) 
allocated IO u r h  czll. 'Ihercfore. when rhc challenger leases access to the syslcm thc 
incumbenl m y  pars lhese expenses onlo Ihe challenger. effectively relieving thc incumklu 
from incurring h s c  expenses. 

85. As picer continue IO fall. consumer u x  of the syslem will increase. and c m ~ e s '  
Axed casu may thcrcfm k allocarcd over a gca~cr numbcr of calls. although variable 
corn will increase. 

. .y 
i 

I 
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Figure 3. Diugrom of competirion wirhour kickhark 
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As Figure 3 illustrates. the state earns no revenue from commissions. 
but it taxes the company's revenue of SO. IS. Therefore. the state deri\aes 
revenues of S0.015. For the consumer. the cost of the telephone call has 
fallen from $0.75 to 50.35. saving her S0.40. Therefore. this scenario is a 
significant improvement from a consumer welfare point of view. 

There is also room for a bargain in this situation. That is. this scenario 
represents a change that would increase the social welfare. The caller 
would theoretically pay up to $0.40 to acquire this arrangement. because 
she will save this amount on the cost of a call. Therefore, if the caller paid 
$0.39 for this arrangement, then she would be better off by SO.01. The 
telephone company would require at least $0.10 to offset the loss of profit. 
and the state would require at least $0.26 to forgo the kickback and the 
taxes imposed on monopoly profits. 

$0.40 > $0.26 + $0.10. 
Consequently. the individual could pay the state and the company 

these amounts, and ihe social welfare would be improved by an amount 
between $0.02 and SO.05. depending on the precise nature of the bargain 
struck by the parties. 

The adoption of this structure would be an  efficiency-enhancing 
move. It is imponant to note that the individual need not actually 
compensate the state or the cornpay. As long as compensation is 
theoretically possible, the new regime is an improvement over the old. 

Note also that this structure most closely resembles the public policy 
of the Act. Here. there are no state barriers to entry in the 
telecommunications market. T h i s  structure also most advances consumer 
welfare by "ensur[ing] that universal service is available at rates that an 
just. reasonable. and aff~rdable."~ 

86. 47 U.S.C. 0 34iI tSupp. V 19991 
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\ C. Kickback, competition 

i 

! 

In this saenario, presented in Figure 4, the state continues to require a 
commission. but it allows competition to be introduced. The company's 
costs fall to $0.20," and the threat of competition forces the telephone 
company to accept a lower level of profits. Therefore, the company's gross 
revenues arc $0.35, The state earns $0.015 in tax revenue and a 
commission of S0.175. Accordingly, total state revenue is S0.19. The 
commission is passed on to the consumer. Therefore. the individual pays 
$0.525 for a phone call. 

, 

Figure 4. Diagram of romperition with kickback 
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In the present-day situation (the scenario presented in Section V1.A. 
with a kickback and no competition), the cost of the call is 50.75. Recall 
that in the first alternative (presented in Section V1.B. with no kickback and 
competition), the cost of the call is $0.35. In the second alternative. 
presented in Figure 4. the cost is $0.525. From a consumer welfare 
perspective, this alternative is clearly preferable to the first. but the second 
maximizes consumer welfare better than the first and current-day 
arrangement. 

As the consumer would save $0.225 in this option over the current 
situation. he would be willing to pay up to $0.225 for this alternative. 'Ihe 
state would require $0.085 to offset the loss in kickback and taxes. The 
company would require $0.10 to offset the loss in profit. 

$0.225 > $0.10 + $0.085. 
Note that here. too. there is room for a bargain; the consumer could 

pay the state and !he telephone company these amounts. and social welfau 
would be improved by $0.04, Therefore, this arrangement also enhances 

87. The costs fall fa thc reasons discusvd in he prcrious rccnario. See supm Pan 
W.B. 
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consumer welfare and socia) welfare. 

D. S t a t e - G n e d  Enterprise 

This alternative, represented by Figure 5. depicts a situation in which 
the state would assme the role of rhe private company and provide the 
services directly to h e  individual. 

Figure 5. Diagram of sratc-owned enterprise 

No revenue 
Stale 

$0.35 cod 

lndividud 

As the state would be responsible for the operation of the phone 
system. the system itself would presumably be less efficient than a similar 
system operated by a private firm. Consequently. the state operates at a 
higher cost level, $0.35. than does the private company. The consumer 
would only pay $0.35 for a phone call. however. This scenario would also 
bring about an improvement in consumer welfare from the present-day 
situation. 

In order to adopt such an arrangement, the state would require the 
consumer to pay an additional $0.275 to compensate the state for the loss 
of kickback and taxes. and the company would require the consumer to pay 
$0.25 to replace the forgone profits. The consumer would bc willing to pay 
up to $0.40. but no more than that. 

S0.40 < $0.275 + $0.25. 
Therefore, there is no room for a bargain here. Consequently. while 

this arrangement would not enhance social welfare. it would enhance 
consumer welfare. 

E. Comparison of Approaches 

How the four aforementioned approaches compare to one another iS 
presented in Table 4. 

. 
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! Table 4. Comparison of approaches 
1; 
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Of the available options presented. either "competitive" regime is 
more efficient than the present structure. from a Kauldor-Hicks standpoint. 
This is so because both competitive regimes minimize the ne! social loss 
better than the present regime does. A lesser amount of social loss is really 
a social gain. 

As between the two competitive regimes, the second scenario (no 
kickback, competition) is clearly superior from a consumer welfare point of 
view. The first alternative would bring about a 50% reduction in the cost of 
[he call !o the consumer, whereas the second alternative would bring about 
a 30% reduction. 

However, both actors involved in making the svuctural decision-!he 
state and the company-prefer the present structure to any other. Table 4 
illustrates why. Note that if the state maintains the status quo. the state will 
receive 50.275 in revenue. If the state moves to the first alternative. which 
would be better for the consumer. then the state will derive O!I& 5% of the 
revenue it formerly derived."' By moving to the second scenario. the 
company will realize 60% of its former profit level."" Neither the state nor 
the company has a financial incentive to make this change. no matter how 
inefficient or harmful to consumers the present structure may be. 

If i! is theoretically possible for consumers to purchase a mok 
competitive regime, then why do they not do so? There we a numbei of 
possible reasons. First, the consumers are probably unorganized, and arFy 
purchasing decision would require a great deal of cooperation. Second. 

86. 50.015 / S0.275 * 50.05. 
89. 20.15 IS0.25 = $0.60. 



.- .-- . .I 

p 

I 

Number 31 TELEPHONE SERVICES TO PRISONS 419 

there is a cost to organizing. Third. there are ransaction costs of 
negotiating a deal. It is possible that these costs are so high that they 
preclude a ‘deal from being reached. Fourth. it is possible that the 
consumers lack information: they may not h o w  of the possibility of 
reaching a bargain, how to organize. or who IO contact to set up the 
transaction. 

VII. CONCLUSION 
The present state of affain is inefficient. It came about because the state 

and the company entered into a third-party beneficiary conuact. and in so 
doing, both actors focused only on their own welfare and neglected the so. 
called “beneficiary” of the contract. Ulrimately, the problem with the present 
situation is that this behavior is entirely rational for both the states and the 
telephone companies. That is, it is reasonable to expect the smtes and the 
companies to place their own welfare before that of other panies. Economics 
presumes that actors will generally act to maximize their own welfare. and 
this is exactly what the states and the companies have done, In this panicular 
context. however. the conduct of the states has created inefticiencies. which. 
by definition. are wasteful and socially harmful. If the goal of law is IO 
minimize inefficiencies. then new regulation is appropriate. 

The letter and the spirit of the Telecommunications Act of 1996 gives 
the FCC the power to regulate these contracts. The FCC should exercise this 
power by preempting and regulating those contracts that gnnt a monopoly or 
require that a commission be paid to the state. 
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